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Retail Industry 
Developments— 
1998/99
AUDIT RISK ALERTS
N otice to  Readers
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statements of retail entities with an overview of recent economic, 
industry, and professional developments that may affect the au­
dits they perform. This document has been prepared by the 
AICPA staff. It has not been approved, disapproved, or otherwise 
acted on by a senior technical committee of the AICPA.
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R etail Industry Developments— 1998/99
Economic and Industry Developments
What are the current economic and industry conditions facing retailers 
this year?
The U.S. economic expansion has continued in 1998, as evi­
denced by first quarter growth in gross domestic product (GDP) 
at an annual rate of 5.5 percent. Although second quarter growth 
was only a 1.8 percent annual rate, it still signaled continued 
strength in the economy given the expectation of negative growth 
resulting from the General Motors strike, the rising trade deficit, 
and a scaling back of plentiful inventories. Third quarter growth is 
forecast at 2.3 percent, in line with analysts’ expectations that the 
economy would moderate over the second half of the year, with 
GDP slowing to a 2.0 percent annual rate, as a result of factors 
such as the recent global turmoil.
High consumer confidence, attributable to factors such as rising 
personal incomes, low inflation, and low unemployment, led to a 
boom in consumer spending over the first half of 1998. Consumer 
spending, a key determinant of retail sales, rose at a 6.1 percent 
annual rate in the first quarter and a 5.8 percent annual rate in the 
second, resulting in consumer spending in the first half of the year 
at nearly twice the rate of the past two years. Nevertheless, con­
sumer confidence has been waning and analysts expect consumer 
spending to be up at a 3.0 percent to 3.5 percent annual rate in 
the third quarter, half the results of the first six months.
This increase in consumer spending has benefited retailers, as re­
tail sales are a significant component of consumer spending. After 
a mildly disappointing 1997 in which retail sales, excluding autos, 
rose 3.7 percent, consumer spending on retail sales, excluding 
autos, has continued to climb almost every month in 1998 
through September. The one exception was a 0.1 percent decline 
in June. Nevertheless, it has been difficult for consumers to keep
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up this pace throughout 1998, as shown by the drop in the annu­
alized increase from 8.0 percent for January through April to 5.2 
percent from M ay through July and small monthly increases in 
August and September. Analysts had expected a slowdown in retail 
sales as consumer confidence edged down due to such factors as 
the moderating economy, international economic problems, and 
the volatility of the U.S. stock market.
Sales growth should also slow over the next few years due to a gen­
eral slowdown of the economy and demographic factors, such as 
an aging population spending more on health care and less on 
retail items. Consumers may also be spending more on leisure ac­
tivities, which will increase the competition for the limited time 
and money available for shopping. Also, the U.S. Bureau of the 
Census projects a rise of less than 1.0 percent annually in new 
household formations (that drive many sales of durable household 
items) over the next decade, as a result of the declining number of 
Americans in the twenty-five-to-twenty-nine-year age bracket.
One area of uncertainty for the rest of 1998 and 1999 is how the 
Asian economic crisis will ultimately affect the U.S. economy. Ac­
cording to a recent survey of economists, the U.S. economic ex­
pansion will slow next year and GDP will grow at a 2.2 percent 
rate. The widening trade gap, which has been aided by weaker ex­
ports to Asia, is one of the key reasons.
The most prominent effect of the Asian crisis for retailers may be 
the drop in prices for a number of imported goods and the effect of 
that drop on inventory valuations. Higher priced inventory items 
that compete against lower priced imports may not sell as well as 
expected and the valuation of those inventories as shown on the fi­
nancial statements may need adjustment. Among the issues audi­
tors need to address are the effects of changes in demand on 
inventory obsolescence and on inventory valuation under the lower 
of cost or market rule. For a further discussion of inventory ac­
counting matters for clients using the retail method, including val­
uation at lower of cost or market, see the section entitled “The 
Retail Method of Inventory Accounting” in the “Accounting Issues 
and Developments” section of this Audit Risk Alert. Additionally, 
other possible audit implications of the developments in Asia can
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be found in the section entitled “The Crisis in Asia” in the “Audit 
Issues and Developments” section herein.
One of the ways that auditors obtain audit evidence regarding 
inventory valuation is through the use of analytical procedures, 
such as assessing inventory obsolescence by analyzing inventory 
turnover and reviewing comparisons with industry experience and 
trends. The importance of analytical procedures, particularly in a 
retail environment, is discussed in the section entitled “Analytical 
Procedures” in the “Audit Issues and Developments” section of 
this Audit Risk Alert.
In addition to potential problems resulting from the situation in 
Asia, auditors should be aware of other risk factors for the retail in­
dustry, such as the proportionally greater number of bankruptcies 
in the retail industry as compared to many other industries. Al­
though there has been a slight drop in the level of bankruptcies 
over the past two years, retailers, particularly individual stores and 
small chains, are still vulnerable. Most retailers do not have the 
capital base or cost structure to effectively compete against the re­
tail giants. As such, the auditor needs to be aware of his or her re­
sponsibility to evaluate whether there is a substantial doubt about 
the entity’s ability to continue as a going concern for a reasonable 
period of time, not to exceed one year beyond the date of the fi­
nancial statements being audited. Statement on Auditing Stan­
dards (SAS) No. 59, The A uditor’s Consideration o f  an Entity’s 
Ability to Continue as a Going Concern (AICPA, Professional Stan­
dards, vol. 1 AU sec. 341), provides guidance to auditors on this 
issue. Conditions and events that might raise going-concern issues 
for auditors of retail entities include the following.
• Consumer bankruptcies have continued to rise, although 
at a declining pace. Revolving consumer credit also contin­
ued to advance— by 21 percent in 1995, 12.7 percent in 
1996, and 4.7 percent in 1997. There was a flattening in 
the rate of delinquencies on monthly store-issued credit 
card balances in 1997, and customers should be able to 
start paying down credit card balances as a result of a 
strong job market, falling interest rates, and a slowdown in 
spending. Still, retailers remain concerned about the high
9
number of consumer bankruptcies. Because consumer 
bankruptcies directly affect a customer’s payment of debts, 
the effect on the receivables w ill appear in the allowance 
made for those customers who will not pay (that is, the al­
lowance for doubtful accounts). A discussion of some of the 
issues an auditor faces when evaluating the allowance for 
doubtful accounts is included in the section entitled “Col­
lectib lity of Receivables (Allowance for Doubtful Ac­
counts)” in the “Audit Issues and Developments” section of 
this Audit Risk Alert.
• The overabundance of retail store space is another issue fac­
ing the industry. There is still too much retail space for the 
level of consumer dollars being spent. Given that the cost of 
maintaining store locations is one of the highest fixed costs 
for retailers, retailers need to be concerned about how these 
costs affect profits. The excess amount of retail space has led 
to the ongoing consolidation, reshuffling, and revamping of 
store locations. A discussion of how the existence of and 
changes in numerous locations affect the audits of retailers 
is included in the section entitled “Multiple Leased Loca­
tions” in the “Audit Issues and Developments” section of 
this Audit Risk Alert.
• Retailers also face the continuing problem of intense com­
petition from the larger retailers who are increasing their 
market share. There has been significant consolidation in 
the retail industry among larger entities. Some analysts be­
lieve that with a saturated U.S. market, retailers will con­
tinue to try to increase profitability by increasing their share 
of the U.S. market and by global expansion. Although 
many of the larger mergers have already occurred, business 
combinations are expected to continue as the large retailers 
now move to buy the second-tier retailers and grow even 
bigger. The issues facing auditors of retailers involved in a 
merger are explored further in the section entitled “Business 
Combinations” in the “Audit Issues and Developments” 
section of this Audit Risk Alert.
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In this competitive environment, retailers are also facing tight 
profit margins. In attempting to increase profits, they need to in­
crease sales or to cut costs, and some retailers are using inventory 
management systems to address one or both of these goals. They 
are trying to manage inventory more efficiently, which can hold 
down inventory costs. They may also use their inventory manage­
ment system to collect sales information that can be used to un­
derstand customers better and increase market share. A further 
discussion of how changes to the client’s system of inventory man­
agement may affect the auditor is included in the section entitled 
“Inventory Management” in the “Audit Issues and Developments” 
section of this Audit Risk Alert.
Some of the issues facing retailers that were discussed in the pre­
ceding paragraphs may rise to the level of possible fraud risk fac­
tors for a particular client. SAS No. 82, Consideration o f  Fraud in a 
Financial Statement Audit (AICPA, Professional Standards, vol. 1, 
AU sec. 316), requires that the auditor specifically assess the risk of 
material misstatement due to fraud on every audit. SAS No. 82 
also provides categories of fraud risk factors that the auditor 
should consider in making the assessment and includes, among 
other things, examples of fraud risk factors that, when present, 
might indicate the presence of fraud. Examples of fraud risk fac­
tors included in SAS No. 82 that relate to the discussion above in­
clude the following:
• Threat of imminent bankruptcy
• Lack of appropriate management oversight (for example, 
inadequate supervision or monitoring of remote locations)
• High degree of competition or market saturation, accom­
panied by declining margins
• Adverse consequences on significant pending transactions, 
such as a business combination, if  poor financial results are 
reported
Numerous other examples are listed in SAS No. 82, some of which 
may be relevant to many retailers, including large amounts of cash
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on hand or processed, and inventory characteristics, such as small 
size, high value, or high demand. When reviewing the environ­
ment in which the entity operates and the internal environment of 
the entity, the auditor should be alert to any situation that might be 
a fraud risk factor pursuant to SAS No. 82.
Executive Summary— Economic and Industry Developments
• Low inflation, low unemployment, and rising personal incomes have 
led to strong consumer spending and increases in retail sales through 
the second quarter o f 1998.
• Moderation o f sales growth, along with the economy, is expected to 
continue during the latter half o f 1998.
• Increasing sales growth does not benefit all retailers equally, and 
stores continue to address the challenges o f high consumer debt lev­
els, an “overstored” environment, consolidations within the industry, 
and the need to gain market share.
Audit Issues and Developments
The Crisis in Asia
Will the Asian crisis have an impact on retail audits this year?
The Asian crisis was one of the most significant economic devel­
opments in 1998, and there is continued speculation on how 
these developments will affect companies, including retailers, in 
the United States. As discussed in the preceding section, the most 
likely significant factor for retailers will probably be inventory val­
uation. If lower cost Asian imports are sold at reduced prices and 
competing domestic items are sold at higher standard prices, the 
auditor may need to address the potential risk that the domestic 
inventory will not sell at the higher price and may not be properly 
valued at the lower of cost or market. However, in addition to this 
issue, auditors of retail entities should be aware of other possible 
effects of the Asian crisis and the related audit and accounting is­
sues, such as the following.
• Retailers with significant export activities curtailed by the 
Asian crisis may experience declines in the salability of in-
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ventory and hence its valuation. Auditors should ensure 
that such inventories have been properly valued at the lower 
of historical cost (using an acceptable cost-flow assump­
tion) or market.
• The collectibility of amounts due from troubled Asian enti­
ties or from entities with significant reliance on Asian trade 
may be called into question. Auditors should carefully con­
sider whether management has properly assessed the col­
lectibility of these receivables, as well as whether adequate 
consideration has been given to possible loan impairment 
issues pursuant to Financial Accounting Standards Board 
(FASB) Statement of Financial Accounting Standards 
No. 114, Accounting by Creditors fo r  Impairment o f  a Loan 
(FASB, Current Text, vol. 1, sec. I08).
• Going-concern issues may arise for those retailers with sig­
nificant reliance on Asian trade or for those retailers whose 
customers have such reliance. Possible areas of concern are 
when the retailer loses significant sales to less expensive 
Asian products or when banks are hesitant to lend money to 
finance current operations. In such circumstances, auditors 
should consider the guidance set forth under SAS No. 59, 
The Auditors Consideration o f  an Entity’s Ability to Continue 
as a Going Concern.
• Retailers who sell to or buy from Asia may have greater risk 
associated with foreign currency related transactions. Audi­
tors should consider whether management has appropri­
ately accounted for and made all required disclosures 
relating to foreign currency translation and transactions 
arising from the translation of asset and liability positions 
and revenue and expense transactions in currencies other 
than the U.S. dollar pursuant to FASB Statement No. 52, 
Foreign Currency Translation (FASB, Current Text, vol. 1, 
sec. F60).
• For some retailers, the economic impact of the Asian crisis 
may result in the presence of fraud risk factors that suggest 
an increased possibility of misstatements arising from
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fraudulent financial reporting. For example, to offset losses 
incurred from a slowdown in sales to Asian customers, a re­
tail entity may resort to the inappropriate acceleration of 
revenue recognition or the improper deferral of expenses. 
SAS No. 82, Consideration o f  Fraud in a Financial State­
m en t Audit, sets forth the auditor’s responsibilities con­
cerning fraud in a financial statement audit.
• The economic crisis in Asia may affect the operations of en­
tities in Asia that supply goods to the U.S. These Asian enti­
ties may be affected in a manner that results in a lowering of 
quality standards or delays in shipping. For example, high 
levels of exports from Asia may affect the ability to provide 
timely shipments if there is a shortage of shipping capacity. 
These types of situations could affect the quality of the 
client’s inventory, commitments to customers, sales of sea­
sonal goods, and so forth. Among the possible results is that 
disputes leading to legal action may arise with customers 
and suppliers over such matters. Information regarding such 
issues may point to the existence of a condition, situation, or 
set of circumstances indicating an uncertainty as to the pos­
sible loss to an entity arising from litigation, claims, and as­
sessments, pursuant to SAS No. 12, Inquiry o f  a Client's 
Lawyer Concerning Litigation, Claims, and  Assessments 
(AICPA, Professional Standards, vol. 1, AU sec. 337).
• The Asian crisis may result in a greater number of risks and 
uncertainties for the retail entity, particularly with regard 
to current vulnerability attributable to certain concentra­
tions. Auditors should consider whether management has 
appropriately evaluated all such risks and uncertainties and 
made the necessary disclosures pursuant to Statement of 
Position (SOP) 94-6, Disclosure o f  Certain Significant Risks 
and Uncertainties. In addition, auditors should also evalu­
ate management’s consideration of related contingencies 
arising from the Asian crisis, pursuant to FASB Statement 
No. 5, Accounting fo r  Contingencies (FASB, Current Text, 
vol. 1, sec. C59).
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These examples call attention to some of the possible audit and 
accounting implications of the Asian crisis, but should not be 
viewed as an exhaustive list of all the issues that might arise. Au­
ditors should continue to monitor the crisis and carefully assess 
its impact on their retail clients by considering all relevant facts 
and circumstances.
Analytical Procedures
How are analytical procedures used in the retail environment, and what 
are some of the more commonly used financial ratios?
Analytical procedures are required in the planning and overall re­
view stages of the audit according to SAS No. 56, Analytical Proce­
dures (AICPA, Professional Standards, vol. 1, AU sec. 329). In 
addition, in some cases, analytical procedures can be more effec­
tive or efficient than tests of details for achieving particular sub­
stantive testing objectives. They may be particularly helpful in a 
retail setting, where trends tend to remain constant and where the 
large number of small transactions make it difficult to test a signif­
icant portion of the period’s transactions. Auditors should be 
aware of the need to have these procedures performed by staff with 
the sufficient industry expertise to properly evaluate the results, 
particularly when analytical procedures are being performed in 
lieu of other substantive auditing procedures.
In performing analytical procedures, the auditor compares 
amounts or ratios to expected results developed from such sources 
as the following:
• Prior period financial information
• Budgets or forecasts
• Relationships among elements of financial information in 
the same period
• Relationships among financial and nonfinancial data
• Industry data compiled by services (for example, Dun & 
Bradstreet, Robert Morris Associates, Standard & Poor’s)
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A brief description of some of the ratios commonly used in a re­
tail environment is given in the following sections.
Liquidity Ratios
The acid  test ratio (quick ratio) indicates the retailer’s ability to pay 
current debts using cash and assets that can be quickly converted 
to cash. It is computed as the total of cash, marketable securities 
and net receivables, divided by current liabilities.
The current ratio ( working capital ratio) indicates the company’s 
ability to pay current debts with current assets and is computed as 
current assets divided by current liabilities.
Financial Leverage Ratios
The debt to equity ratio indicates the extent that the retailer’s as­
sets, such as new store locations, are financed with debt rather 
than equity. It is computed as long-term debt divided by stock­
holders’ equity.
Times interest earned  is a ratio that indicates the company’s ability 
to meet its debt obligations. It is computed as net income before 
taxes and interest expense divided by interest expense.
Inventory Valuation Ratios
The gross p ro fit ratio indicates whether profit goals w ill be met 
and whether there are unusual variances in cost of sales and in­
ventory, and is computed as gross margin divided by net sales.
The inventory turnover ratio indicates how well merchandise in­
ventory is managed and whether sales problems exist. It is com­
puted as cost of goods sold divided by average inventory.
The stock to sales ratio indicates the projected time (usually in 
months) to sell the merchandise. It is computed as beginning mer­
chandise inventory divided by sales for the period. A similar ratio 
is days of sales in inventory.
Inventory shrinkage to inventory indicates the percentage of inven­
tory loss resulting from shrinkage. This ratio is calculated as the in­
ventory shrinkage amount divided by the book value of inventory.
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Net markdowns to inventory available fo r  sale at retail provides in­
formation about trends in marking down inventory. This ratio is 
calculated as net markdowns divided by total inventory available 
for sale at retail.
Accounts Receivable Collectibility Ratios
Accounts receivable turnover indicates how well the company col­
lects its receivables and is computed as net credit sales divided by 
average net accounts receivable.
Bad debts to net credit sales indicates whether write-offs are adequate. 
It is computed as bad debt expense divided by net credit sales.
Doubtful accounts allowance to accounts receivable indicates whether 
the allowance account is adequate. It is computed as allowance for 
doubtful accounts divided by accounts receivable.
Overall Operating Efficiency Ratios
The gross margin return on investment (GMROI) is a ratio that in­
dicates the profitability of assets and can be calculated at various 
levels, such as a stock-keeping unit (SKU) or a merchandise de­
partment. It is computed as the annual inventory turnover rate 
multiplied by the markon percentage.
The return on assets ratio indicates how well the retailer used assets 
to generate profits. This ratio is computed as net income divided 
by average assets.
Return on equity ratio indicates the profitability of the capital in­
vestment in the company. This ratio is computed as net income 
divided by average stockholders’ equity.
The return on net sales ratio indicates the amount of profit gener­
ated by each dollar of sales, and is computed as net income divided 
by net sales.
The sales p er  square foo ta ge ratio indicates how well the retailer 
used selling space, and can be calculated for various levels, such as 
for the entire company or for a particular store. This ratio is com­
puted as net sales divided by square footage.
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The sales p er  associate ratio indicates productivity of sales associ­
ates. This ratio is calculated as net sales divided by average number 
of associates. Similar ratios are sales per employee hour and payroll 
as a percentage of sales.
The comparable store sales change ratio indicates the change in sales 
for stores that have been open during both the periods being com­
pared and is calculated as the percentage increase in sales from one 
period to the next only using stores open during both periods.
One area that the auditor may want to consider when reviewing 
ratios is whether particular ratios must be maintained at a certain 
level in order to comply with loan agreements. There may be an 
increased risk of misstatement of accounts that affect those ratios 
if  the company is experiencing financial difficulty.
Also, when reviewing ratios, the auditor may want to compare 
client-generated information with industry statistics to assess the 
reasonableness of these financial statement assertions. The audi­
tor may also consider the extent to which a retailer’s operations 
do not match the industry norm. For example, the return on as­
sets ratio will be affected by the extent to which assets are owned 
or leased, and whether the leases are capital or operating leases. 
Also, current economic and business environment trends may 
cause certain historical relationships to no longer be applicable, 
or they may lag in reflecting current events.
Industry statistics are available from services (for example, Robert 
Morris Associates, Standard & Poor’s, and Dunn & Bradstreet). Ad­
ditionally, the “The Internet—An Auditors Research Tool” and 
“Information Sources” sections of this Audit Risk Alert contain 
the names of several industry associations that may be helpful in 
obtaining such statistics.
Collectibility of Receivables (Allowance for Doubtful Accounts)
What are some of the audit issues that may arise when considering the 
collectibility of receivables?
W ith current high levels of consumer bankruptcies, the collect­
ibility of receivables may be a more significant issue this year. The
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client's estimate of the level of accounts receivable that may not 
be collectible as a result of bad debts is reflected in the allowance 
for doubtful accounts, which is one of the offsets used to bring 
accounts receivable to their net realizable value. (Other a l­
lowances include those for returns and rebates.) An audit of the 
allowance for doubtful accounts is an audit of an accounting esti­
mate. When auditing estimates, auditors should be familiar with 
SAS No. 57, Auditing Accounting Estimates (AICPA, Professional 
Standards, vol. 1, AU sec. 342), which provides guidance on ob­
taining and evaluating sufficient competent evidential matter to 
support significant accounting estimates used in a client’s finan­
cial statements. The guidelines set forth by SAS No. 57 include 
the following:
• Identification of the circumstances that require accounting 
estimates
• Consideration of internal control relating to developing 
accounting estimates
• Evaluating the reasonableness of management’s estimate
As part of evaluating reasonableness, the auditor should obtain an 
understanding of how management developed the estimate for 
the allowance for doubtful accounts and, based on that under­
standing, use one or a combination of the following approaches 
listed in SAS No. 57.
1. Review and test the process used by management to de­
velop the estimate.
2. Develop an independent expectation of the estimate to 
corroborate the reasonableness of management’s estimate.
3. Review subsequent events or transactions occurring prior 
to completion of fieldwork.
A review of the aging of the accounts receivable is often per­
formed. This may include testing the reliability of the aging re­
port, reviewing past due accounts on the report, including the 
number and amount of such accounts, reviewing past due bal­
ances, the client’s prior history in collecting past due balances,
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customer correspondence files and credit reports, and so forth. 
This may be done with the assistance of the client to assist the au­
ditor in obtaining an understanding of how the allowance was 
developed and determining whether it is reasonable.
Another very useful tool in evaluating the allowance for doubtful 
accounts is the application of analytical procedures, which was 
discussed in the preceding section. Often, the large number of 
customer accounts makes it difficult to determine the adequacy 
of the allowance only by reference to individual accounts, making 
analytical review procedures helpful to the audit process. For a 
further discussion of analytical procedures, see the section enti­
tled “Analytical Procedures” herein.
The auditor may also review revenue and receivable transactions 
and fluctuations after the balance-sheet date for items such as 
sales and write-offs. This may provide additional information 
about the collectibility of the accounts receivable and the reason­
ableness of the allowance account on the balance-sheet date.
The auditor will, of course, use his or her professional judgment 
to determine which of these and other procedures to perform 
to obtain the evidence needed to judge whether the allowance 
is reasonable.
Also, auditors of retail entities that have transferred receivables 
should evaluate whether management has properly implemented 
FASB Statement No. 125, Accounting f o r  Transfers and  Servicing 
o f  F inancial Assets and  Extinguishments o f  Liabilities and FASB 
Statement No. 127, Deferral o f  the Effective Date o f  Certain Pro­
visions o f  FASB Statement No. 125 an amendment o f  FASB State­
ment No. 125 and any related pronouncement (FASB, Current Text, 
vol. 1, sec. F38).
Multiple Leased Locations
How does the existence of multiple leased locations affect the auditor 
of retail entities?
Retailers often operate from multiple locations, including stores 
and warehouses, and these locations can change in response to
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economic conditions. Retailers often choose to lease a significant 
portion of their space, one reason being that leasing, as opposed to 
owning, frees up capital that can be used in inventory financing. 
As a result, lease expense is usually one of the larger expense items 
for retailers. The following discussion highlights some of the vari­
ety of leasing issues that the auditor should be alert to when audit­
ing retail clients.
To begin with, the auditor will need to determine the leases that 
the client has entered into. This may be accomplished with proce­
dures such as talking to company personnel, reviewing minutes, 
analyzing rent expense (analytical procedures may prove effective 
for this purpose), and reviewing lease agreements. The auditor 
should also review the terms of each lease to determine if  it has 
been properly accounted for in accordance with FASB Statement 
No. 13, Accounting fo r  Leases, and the related interpretations and 
pronouncements (FASB, Current Text, vol. 2, sec. L10), which 
provide, in part, that a lease is categorized as a capital leases if  it 
meets one of the following criteria.
1. The lease transfers ownership of the property to the lessee 
by the end of the lease term.
2. The lease contains an option to purchase the leased prop­
erty at a bargain price.
3. The lease term is equal to or greater than 75 percent of the 
estimated economic life of the leased property.
4. The present value of rental and other minimum lease pay­
ments equals or exceeds 90 percent of the fair value of the 
leased property less any investment tax credit retained by 
the lessor.
Some of the issues the auditor may encounter when evaluating 
the lease under these standards are that the lease may only apply 
to a portion of a building, equipment may be included in the 
rental, the fair market value of the leased property may not be 
easily determinable, and the economic life of the leased property 
may not be easily determinable.
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The auditor will need to determine whether the client has prop­
erly accounted for the leases in the financial statements and that 
appropriate disclosures have been included in the financial state­
ments. A detailed discussion of the accounting for lease terms is 
beyond the scope of this Audit Risk Alert, but in general, for op­
erating leases (which tend to be more prevalent among retail store 
space), FASB Statement No. 13 provides, in part, the following.
Normally, rental on an operating lease shall be charged to ex­
pense over the lease term as it becomes payable. If rental pay­
ments are not made on a straight-line basis, rental expense 
nevertheless shall be recognized on a straight-line basis unless 
another systematic and rational basis is more representative o f 
the time pattern in which use benefit is derived from the leased 
property, in which case that basis shall be used.
In addition to base rents, the lease may provide for various other 
kinds of lease terms, such as the following:
• Scheduled rent increases
• Rent holidays
• Contingent rents (such as percentage rents)
• Common area maintenance (CAM) charges
• Pass-through charges, such as property taxes and insurance
• Reimbursements by the landlord to the lessee for certain 
expenses, such as moving and leasehold improvements
• Key money
• Sublease income
• Construction allowances from the landlord for construc­
tion or remodeling costs
The auditor will need to determine that these arrangements have 
also been recorded in accordance with FASB Statement No. 13, 
and the related interpretations and pronouncements, including 
consensus positions reached by the FASB’s Emerging Issues Task 
Force (EITF) relating to leasing transactions. See the section enti­
tled “EITF Consensus Positions” in the Audit Risk Alert—
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1998/99 for a listing of recent EITF issues, including EITF Issue 
No. 98-9, “Accounting for Contingent Rent in Interim Financial 
Periods.” EITF Issue No. 98-9 addresses how lessors and lessees 
should account during interim periods for contingent rental in- 
come/expense that is based on future specified targets within the 
lessor’s/lessee's fiscal year.
The auditor should also review leases for upcoming lease expira­
tion dates, penalties for early terminations, requirements that the 
client make changes to the premises, and other terms.
Lease terms often call for contingent rents to be calculated as the 
greater of a specified minimum or a percentage of sales over a set 
dollar amount. Various categories of sales or receipts may be ex­
cluded, such as sales to employees, sales taxes collected, and deliv­
ery charges. Landlords often require a report from the accountants 
with respect to the sales amounts. The level of service used in this 
report can be an audit, a review, a compilation, or agreed-upon 
procedures. However, the first question to be answered is whether 
the information will be reported on as supplementary informa­
tion to the basic financial statements or reported on separately as 
a separate specified element. Assuming that the landlord requires 
an audit service, and sales are being reported on as supplementary 
information, the auditor would follow SAS No. 29, Reporting on 
Information Accompanying the Basic Financial Statements in Audi­
tor-Submitted Documents (AICPA, Professional Standards, vol. 1, 
AU sec. 551), in addition to other applicable generally accepted 
auditing standards (GAAS). However, if  the audit service is to re­
port on sales as a separate element, the auditor would follow SAS 
No. 62, Special Reports (AICPA, Professional Standards, vol. 1, AU 
sec. 623), in addition to other applicable GAAS. If a different 
level of service is required, the auditor would follow the applica­
ble standards.
Numerous other issues can also arise when addressing leases. 
For example, if  the owner of the retail business also owns the 
building being leased in a separate entity (more often seen with 
freestanding sites) the auditor should refer to SAS No. 45, Re­
lated Parties (AICPA, Professional Standards, vol. 1, AU sec. 334), 
and FASB Statement No. 13, and the related interpretations and
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pronouncements. Another example of a situation the auditor may 
encounter occurs if the retailer subleases a portion of the stores to 
independent entities; such arrangements may affect sublease in­
come, payroll, and so forth.
The auditor needs to be aware of various situations that can af­
fect the accounting treatment for the client's leases. For example, 
due to the nature of the transaction, such as the use of a special 
purpose entity as the lessor or the client's involvement in asset 
construction, the retail client may be required to consolidate the 
other entity or record additional assets. Among the applicable 
literature are FASB’s EITF Issue No. 96-21, “Implementation 
Issues in Accounting for Leasing Transactions Involving Special- 
Purpose Entities,” and EITF Issue No. 97-10, “The Effect of 
Lessee Involvement in Asset Construction.”
Business Combinations
Is there still a trend toward consolidation and merger in the retail 
industry, and how does that affect the auditor?
Significant mergers have occurred in the retail industry over the 
past two decades, particularly among department stores. W ith 
many of the biggest mergers completed, the new targets are ex­
pected to be the smaller regional players and individual stores sites. 
Industry analysts anticipate that these consolidations will continue 
in retailing over the next few years, as retail square footage drops to 
a more reasonable level. As a result, auditors of retail entities face a 
greater likelihood of working with clients that were involved in a 
business combination in the last year and with clients facing an up­
coming business combination.
A business combination, according to Accounting Principles 
Board (APB) Opinion 16, Business Combinations (FASB, Current 
Text, vol. 1, sec. B50), occurs when a corporation and one or more 
incorporated or unincorporated businesses are brought together 
into one accounting entity. The single entity that results carries 
on the activities of the previously separate, independent enter­
prises. The auditing and accounting issues that arise out of corpo­
rate consolidations are numerous and varied. Auditors should
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carefully consider the individual circumstances of the client to 
identify those issues and to then develop an appropriate audit 
strategy. Examples of some of the issues that should be considered 
by auditors include the following.
• Careful consideration should be given to management’s ac­
counting for the business combination to ensure that all rel­
evant GAAP have been considered. For example, if  the 
pooling-of-interests method has been used, have the specific 
criteria of APB Opinion 16 been met?1 If not, has the pur­
chase price been allocated to the assets and liabilities ac­
quired with goodwill properly calculated in accordance with 
the purchase method of accounting? The Securities and Ex­
change Commission (SEC) has viewed the issue of goodwill 
with some concern recently and, accordingly, audit risk in 
this area may be especially acute for publicly held retail enti­
ties. Auditors should also be alert to consensus positions 
reached this year by the FASB's EITF relating to business 
combinations. See the “EITF Consensus Positions” section 
of the Audit Risk Alert—1998/99 for more information.
• Certain items, such as property, plant, and equipment, 
leases, and identifiable intangibles, may need to be ap­
praised to determine their proper valuation. For example, 
the intangible assets called beneficial leaseholds are normally 
recorded with the acquisition of a retail entity. These intan­
gible assets result when the unexpired leases that are pur­
chased contain terms more favorable than those that can be 
obtained in the market. Because these values are generally 
determined by an outside appraiser, the auditor should refer 
to the guidance in SAS No. 73, Using the Work o f  a Special­
ist (AICPA, Professional Standards, vol. 1, AU sec. 336).
1. Accountants, other than the continuing accountant, who have been requested to 
provide advice on the application o f accounting principles to specified transactions, 
such as whether a proposed business combination is in compliance with the pooling 
requirements of APB Opinion 16 and other related GAAP, should refer to the guid­
ance set forth under SAS No. 50, Reports on the Application o f  Accounting Principles 
(AICPA, Professional Standards, vol. 1, AU sec. 625).
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• W ith consolidation comes dramatic change in the struc­
ture of a retail entity. In an effort to create greater cost effi­
ciencies in the consolidated entity, stores or distribution 
centers may be combined, and duplicative functions such 
as purchasing may be eliminated. Auditors should consider 
the impact of such changes on their client’s internal con­
trol when making the assessment of control risk. SAS 
No. 55, Consideration o f  In terna l Control in a F inancial 
Statement Audit, as amended by SAS No. 78, Consideration 
o f  In terna l Control in a F inancia l Statem ent Audit, An 
Amendment to SAS No. 55 (AICPA, Professional Standards, 
vol. 1, AU sec. 319), provides guidance on the auditors con­
sideration of an entity’s internal control in an audit of fi­
nancial statements in accordance with GAAS.
• Retailers are increasingly expanding into new product lines 
and new areas of retailing. For example, a general dis­
counter may acquire supermarket retail stores. This kind of 
expansion may occur through a business combination and 
result in a business segment. Such a business combination 
involving a public business enterprise may result in an op­
erating segment subject to the disclosure requirements of 
FASB Statement No. 131, Disclosures about Segments o f  an 
Enterprise and  Related Information  (FASB, Current Text, 
vol. 2, sec. S30). In such circumstances, auditors should 
consider the guidance set forth under Auditing Interpreta­
tion No. 4, “Applying Auditing Procedures to Segment Dis­
closures in Financial Statements,” of SAS No. 31, Evidential 
M atter (AICPA, Professional Standards, vol. 1, AU sec. 
9326.22). See the “New Auditing and Attestation Pro­
nouncements” section for further information about this In­
terpretation. Also, a discussion of FASB Statement No. 131 
is included in the section entitled “Business Segments” in 
the “Accounting Issues and Developments” section of this 
Audit Risk Alert.
• The acquisition of an entity by one party may mean that 
another party has disposed of a business segment. Accord­
ingly, auditors of the selling party should consider whether
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management has followed the accounting and disclosure 
requirements of APB Opinion 30, Reporting the Results o f  
Operations-Reporting the Effects o f  Disposal o f  a Segment o f  a 
Business, and  Extraordinary, Unusual and  Infrequently Oc­
curring Events and Transactions (FASB, Current Text, vol. 1, 
sec. 113). Audit risk may be significant for discontinued 
operations involving an extended phase-out period. Audi­
tors should give careful consideration to management’s es­
timates when the disposal date of the segment occurs after 
year-end. SAS No. 31, Auditing Accounting Estimates, pro­
vides guidance on obtaining and evaluating sufficient com­
petent evidential matter to support significant accounting 
estimates. (For public companies, SEC Staff Accounting 
Bulletin No. 93 specified that an extended phase-out plan 
could not extend more than one year beyond the measure­
ment date to qualify as discontinued operations under 
APB Opinion 30.)
Business combinations often result in the gain of a client 
for one auditor and loss of a client for another. The auditor 
of a retail entity may find himself or herself in the role of 
either a predecessor or successor auditor. SAS No. 84, Com­
m unications B etw een Predecessor and  Successor Auditors 
(AICPA, Professional Standards, vol. 1, AU sec. 315), provides 
guidance on communications between predecessor and 
successor auditors if  a change of auditors is in process or has 
taken place.
Mergers and acquisitions may be effected in part through 
the use of debt financing. Auditors should carefully evalu­
ate the terms of the debt agreement to identify, among 
other things, whether there are any loan covenants, and 
if  so, the terms. Auditors should evaluate compliance with 
restrictive covenants and the implications of any loan cove­
nant violations.
Subsequent to the business combination, auditors should 
consider whether management has prepared the financial 
statements of the combined entity in accordance with ap­
propriate accounting standards including FASB Statement
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No. 94, Consolidation o f  All M ajority-Owned Subsidiaries 
(FASB, Current Text, vol. 1, sec. C51), and Accounting Re­
search Bulletin (ARB) No. 51, Consolidated Financial State­
ments (FASB, Current Text, vol. 1, sec. C51).
Inventory Management
How has the increasingly competitive environment affected inventory 
management? How do these changes in inventory management affect 
the auditor?
In order to increase operating efficiency, retailers are expanding 
their use of inventory management systems. Retailers are using 
inventory management systems as an information-gathering tool 
that can help them to get and keep new customers. Using point 
of sale systems, retailers are collecting more data on consumer 
purchases—what, where, and when consumers buy, and which 
items they buy together. Retailers are then using this information 
both within the company and with suppliers to decrease out-of- 
stock situations, improve merchandise flow, and make better 
buying and marketing decisions. Sophisticated data warehouses 
not only collect and analyze very detailed information, but are 
also used as a key decision-enabling tool. This new trend was 
highlighted in a recent survey, in which most respondents said 
they had data warehouses up and running for less than a year. 
The adoption of a new inventory management system by a retail 
client may raise a number of issues for consideration by auditors, 
including the following.
• The auditor may be more likely to see prepackaged or cus­
tomized inventory management systems replacing manual 
inventory management systems used by their retail clients. 
In such circumstances, the auditor should evaluate man­
agement’s consideration of SOP 98-1, Accounting f o r  the 
Costs o f  Computer Software Developed or Obtained fo r  Inter­
nal Use. This SOP provides guidance on accounting for the 
costs of computer software developed or obtained for in­
ternal use. See additional discussion of this SOP in the 
“New AICPA Accounting and Auditing Statements of Po­
sition” section of this Audit Risk Alert.
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• In order to maintain and update inventory records, a recent 
survey found that retailers are increasingly using perpetual 
inventory systems, and cycle counts in addition to full-store 
inventories, maintaining SKU data in inventory records, 
and updating inventory records as errors are found, based 
on exception reports. As retailers make changes to their in­
ventory information systems, auditors will need to consider 
how these changes affect internal control. If the client is 
using new procedures, control activities surrounding inven­
tories will have changed. For example, if  inventory records 
are updated on an exception basis, one question concerns 
who is authorized to input the change. Information avail­
able to the auditor and the systems generating that infor­
mation may also have changed. The auditor may now have 
information by SKU (a departmental unit) on profit mar­
gins or slow-moving inventory. Auditors should consider 
the impact of such changes on the client's internal control 
when making the assessment of control risk. SAS No. 55, 
Consideration o f  Internal Control in a Financial Statement 
Audit, as amended by SAS No, 78, Consideration o f  Internal 
Control in a Financial Statement Audit, An Amendment to 
SA S No. 55, provides guidance on the auditor's considera­
tion of an entity’s internal control in an audit of financial 
statements in accordance with GAAS.
• Also, more and more retailers are moving from the retail 
method of accounting for inventories to the cost method. 
A likely cause is that the technology needed to maintain 
and update detailed records is now more readily available. 
Previously, for example, retailers with a large number of 
products were likely to use the retail inventory method of 
accounting, which records inventory at retail prices, be­
cause it was too difficult to maintain records at cost. How­
ever, the use of computers has made it possible for many 
retailers to maintain records at cost. Some of the issues au­
ditors face with clients still using retail accounting can be 
found in “The Retail Method of Inventory Accounting” in 
the “Accounting Issues and Developments” section of this 
Audit Risk Alert.
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• Since many of the systems used by retailers to record, up­
date, and maintain inventory data are computerized, the 
auditors of retail companies are increasingly confronted 
with evaluating evidential matter that may exist only in 
electronic format. SAS No. 80, Amendment to SAS No. 31, 
Evidential Matter (AICPA, Professional Standards, vol. 1, 
AU sec 326), provides guidance to auditors who have been 
engaged to audit the financial statements of an entity that 
transmits, processes, maintains, or accesses significant in­
formation electronically. Also, a recent AICPA Auditing 
Procedure Study, The Information Technology Age: Eviden­
tia l M atter in the E lectronic Environment, is designed to 
provide nonauthoritative guidance to auditors in applying 
SAS No. 80.
• Changes in inventory management may also affect the 
planning of physical inventory observation. “Inventories” 
(AICPA, Professional Standards, vol. 1, AU sec. 331) dis­
cusses the requirement to observe inventories, and the ef­
fect of perpetual inventory records, periodic comparisons 
with physical counts, and inventory controls (including 
statistical sampling) on the procedures used by the auditor.
• The additional information gathered by a client’s comput­
erized inventory management system may also provide 
data that is useful in performing analytical procedures. For 
a further discussion of analytical procedures, see the sec­
tion entitled “Analytical Procedures” herein.
The Year 2000 Issue
What is the year 2000 issue, and how does it affect retail clients and 
their auditors?
The year 2000 issue relates to the inability of many electronic data 
processing systems to accurately process year-date data beyond the 
year 1999. This is attributable to the fact that the majority of com­
puter programs in use today were designed to store dates in the 
dd/mm/yy  (date/month/year) format, thus allowing only two digits 
for each date component. So, for example, the date December 31,
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1998, is stored in most computers as 12/31/98. Inherent in pro­
gramming for dates in this manner is the assumption that the des­
ignation 98 refers to the year 1998. Initially developed as a 
cost-saving technique, this long-standing practice of using two- 
digit-year input fields will cause many computers to treat the entry 
00 as 1900. Therefore, such programs will recognize the date Jan­
uary 1, 2000 (01/01/00) as January 1, 1900, and process that data 
incorrectly, or perhaps not at all.
There are other possible complications as well. The year 2000 is a 
leap year. Systems that are not year 2000 ready may not register the 
additional day, thus producing incorrect results for date-related 
calculations. In addition, certain year 2000 problems may occur 
this year. For example, some software programs have assigned 
special meanings to date entries coded xx/xx/98 or xx/xx/99, to 
allow for the testing of software modifications, and therefore may 
not process these transactions correctly. Similarly, failures may 
take place this year when systems perform calculations into or be­
yond the year 2000.
The significance of these issues to retail clients is that these year 
2000 problems, if  not remedied, may affect the integrity of systems 
and information used by retail clients. For example, inventory 
control systems might treat new items as obsolete, receivables 
may be erroneously identified as past due, interest calculations 
may be incorrect, and expiration dates for credit cards could be 
affected. To further complicate the issue, even if an entity’s com­
puter software and hardware have been modified to resolve the 
problem, the entity may be affected by the computer systems of 
customers, vendors, or third-party data-processing services that 
lack such modifications.
Regarding the significance of this issue to auditors of retail 
clients, it must first be understood that it is the responsibility of 
an entity’s management to assess and remedy the effects of the 
year 2000 issue on an entity’s systems. The year 2000 issue does 
not create additional responsibilities for the auditor. Under 
GAAS, the auditor has a responsibility to plan and perform the 
audit to obtain reasonable assurance about whether the financial 
statements are free of material misstatement, whether caused by
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error or fraud. Thus, the auditor's responsibility relates to the de­
tection of material misstatement of the financial statements being 
audited, regardless of whether the cause is a year 2000 issue or 
something else.
However, auditors should be aware of the many auditing and ac­
counting issues that arise from the year 2000 issue, including 
audit planning, going-concern issues, establishing an understand­
ing with the client, valuation, impairment, revenue and expense 
recognition, and disclosure. A few of these are listed below. A 
more comprehensive list and discussion of this topic can be 
found in the Audit Risk Alert—1998/99.
• Auditors should consider whether the costs associated with 
their clients’ modifications of computer systems pursuant 
to the year 2000 issue have been properly accounted for. 
The FASB's EITF has considered this matter in EITF Issue 
No. 96-14, Accounting f o r  the Costs Associated with Modify­
in g Computer Software f o r  the Year 2000, which addresses 
accounting for the external and internal costs specifically 
associated with the modification of internal use computer 
software for the year 2000.
• The year 2000 issue may render certain client assets (such 
as computer hardware and software) obsolete or inopera­
ble. Accordingly, auditors may wish to consider whether 
the client has properly accounted for such events by appro­
priately adjusting useful lives, residual values, or both; or 
recognizing impairment losses pursuant to the guidelines 
set forth under FASB Statement No. 121, Accounting fo r  
the Im pairm ent o f  Long-Lived Assets a n d  f o r  Long-Lived 
Assets to Be Disposed Of (FASB, Current Text, vol. 1, sec. I08).
• The year 2000 issue may create product warranty and pro­
duct defect liab ility  and product returns issues for soft­
ware and hardware vendors. These vendors should consider 
FASB Statement No. 5, Accounting fo r  Contingencies, para­
graphs 24 to 26, if  there are product warranty or pro­
duct defect liab ility issues and FASB Statement No. 48,
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Revenue Recognition When Right o f  Return Exists (FASB, 
Current Text vol.  1, sec. R75) for product return issues.
• Inventories of hardware devices that are not year 2000 
ready would be subject to the lower of cost or market test 
described in ARB 43, Restatement and Revision o f  Account­
ing Research Bulletins, chapter 4, paragraph 8 (FASB, Cur­
rent Text, vol. 1, sec. I78).
• In addition to the disclosure requirements under the pro­
nouncements previously mentioned, practitioners should 
be aware of the requirements of SOP 94-6, Disclosure o f  
Certain Significant Risks and  Uncertainties. Although the 
need for disclosure by an entity depends on facts and cir­
cumstances, disclosure may be required in areas such as 
impairment, inventory valuation, or litigation if  it is rea­
sonably possible that the amounts reported in the financial 
statements could change by a material amount within one 
year from the date of the financial statements. Disclosures 
also may be required of current vulnerability due to certain 
concentrations if, for example, a significant vendor has not 
satisfactorily addressed the year 2000 issue.
• Auditors of publicly held companies should consider the 
guidance set forth by the SEC in its Interpretation entitled 
“Statement of the Commission Regarding Disclosure of 
Year 2000 Issues and Consequences by Public Companies, 
Investment Advisers, Investment Companies, and Munici­
pal Securities Issuers,” (the Interpretation). The Interpreta­
tion, which supersedes the guidance previously set forth in 
the revised Staff Legal Bulletin No. 3, can be viewed on the 
SEC Web site, http://www.sec.gov.
Auditors should also be aware of the risk of litigation relating to 
the year 2000 issue, as some litigation consultants have indicated 
that lawsuits against corporate officers, directors, and perhaps au­
ditors will begin before the year 2000 over their failure to recog­
nize and remedy the problem.
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A more complete discussion of the implications of the year 2000 
issue, along with a list of published guidance in this area, can be 
found in the Audit Risk Alert—1998/1999. Also the AICPA’s web 
site, http:Wwww.aicpa.org, provides a year 2000 resource page 
with additional information and links with other sites, and the 
AICPA publication “The Year 2000 Issue— Current Accounting 
and Auditing Guidance.2”
Europe’s New Reporting Currency— The Euro
How will the impact of Europe’s adoption of a new reporting currency 
affect retailers and their auditors?
On January 1, 1999, the European Economic and M onetary 
Union (EMU) goes into effect. Under the EMU, only one report­
ing currency will exist—the Euro. From that point on, every entity 
that trades with or has subsidiaries in Europe will be affected by 
the change to a common currency.
Under the current system, published currency exchange rates and 
cross-currency exchange rates are used to convert, for example, the 
U.S. dollar into the German Deutschemark and the Deutschemark 
into the French franc, respectively. Under the new system (a 
process called triangulation), the old currencies will continue to 
exist for a three-and-a half year transition period, but the only 
published exchange rates w ill be that of the Euro. Accordingly, 
the conversion of U.S. dollars to Deutschemarks will involve an 
intermediate step—first dollars to Euros using published exchange 
rates, then Euros to Deutschemarks using official published con­
version rates (which will be finalized on December 31, 1998).
The implications for computerized accounting systems are clear. 
All software designed for the current system will have to be mod­
ified to convert, for example, U.S. dollars to Euros (using daily
2. With regard to this publication, the SEC Interpretation on year 2000 issues (referred 
to above) states that “Although the term may is used throughout the AICPA’s guid­
ance, perhaps suggesting that the guidance is discretionary, we believe that the proce­
dures outlined by the AICPA should be considered appropriate practice at this time 
and we expect companies and their auditors to comply with that guidance. If they do 
not, they should be prepared to justify why the procedures were not followed.”
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exchanges rates), and then to convert the Euro into the national 
currency, such as the Deutschemark. Although there is uncer­
tainty as to the cost and impact of the EMU on financial informa­
tion systems, some are predicting that it may be more demanding 
than the year 2000 issue. In addition, addressing the problem may 
be difficult, given that a significant level of technology-related re­
sources are now being allocated to resolve the year 2000 issue.
M any U.S. companies have paid little attention to the implica­
tions of the Euro—which are numerous and detailed— because 
they are focusing on year 2000 problems. Accordingly, auditors 
should consider the increased risks that may be associated with 
this issue. For auditors of entities issuing calendar year-end finan­
cial statements, the impact of the Euro will likely be limited to 
type II subsequent events that may require financial statement 
disclosure, as discussed in “Subsequent Events” (AICPA, Profes­
sional Standards, vol. 1, AU sec. 560).
Retailers may be more at risk than other companies this year be­
cause many retailers have fiscal year-ends in January and will need 
to address this issue for their fiscal year ending in 1999 financial 
statements. Therefore, auditors of retail entities issuing financial 
statements for fiscal years ending after January 1, 1999, should 
consider the following:
1. The audit risks that may be associated with management's 
accounting for foreign-currency transactions involving 
the Euro
2. Control risk assessment relating to the Euro, such as revamp­
ed information systems or changes in foreign operations
3. The fraud risk factors that might arise with the adoption of 
the Euro, along with the adequacy of financial statement 
disclosures that may be required in the circumstances
FASB Staff Announcement, Topic D -71, Accounting Issues Relating 
to the Introduction o f  the European Economic and Monetary Union 
(EMU), discusses upgrade costs for projects to adapt information 
systems software for the Euro, and the preparation of compara­
tive financial statements if there has been a change in reporting
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currency to the Euro. In addition, the SEC’s Divisions of Corpo­
ration Finance, Market Regulation, and Investment Management 
issued Staff Legal Bulletin No. 6, which provides guidance on 
Euro-conversion-related issues such as the disclosure requirements 
that could arise.
New Auditing and Attestation Pronouncements
What new auditing and attestation pronouncements have been 
issued recently?
New Auditing Standards
SAS No. 86
SAS No. 86, Amendment to Statement on Auditing Standards No. 72, 
Letters for Underwriters and Certain Other Requesting Parties 
(AICPA, Professional Standards, vol. 1, AU sec. 634), was issued in 
March 1998 by the Auditing Standards Board (ASB) to reflect the 
issuance of SSAE No. 8, M anagem ent’s Discussion and  Analysis 
(AICPA, Professional Standards, vol. 1, AT sec. 700). SAS No. 86 
allows practitioners that have examined or reviewed MD&A in ac­
cordance with the provisions of SSAE No. 8 to state that fact in the 
introductory section of the comfort letter (a special agreed-upon 
procedures report that may be issued in connection with a securi­
ties offering) and attach a copy of the SSAE No. 8 report to the 
comfort letter. SAS No. 86 presents examples of comfort letters 
that contain references to either an examination of annual MD&A 
or a review of interim MD&A. SAS No. 86 is effective for comfort 
letters issued on or after June 30, 1998.
SAS No. 87
SAS No. 87, Restricting the Use o f  an Auditors Report (AICPA, Pro­
fessional Standards, vol. 1, AU sec. 532), was issued in September 
1998 by the ASB and is effective for reports issued after December 
31, 1998. SAS No. 87 provides guidance to auditors in determin­
ing whether an engagement requires a restricted-use report and, if  
so, what elements to include in that report. The SAS states that an 
auditor should restrict the use of a report if  the following occur.
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• The subject matter of the auditor’s report or the presen­
tation being reported on is based on measurement or dis­
closure criteria contained in contractual agreements or 
regulatory provisions that are not in conformity with GAAP 
or other comprehensive basis of accounting (OCBOA).
• The accountant’s report is based on procedures that are 
specifically designed and performed to satisfy the needs of 
specified parties who accept responsibility for the suffi­
ciency of the procedures.
• The auditor’s report is issued as a by-product of a financial 
statement audit and is based on the results of procedures 
designed to enable the auditor to express an opinion on the 
financial statements taken as a whole, not to provide assur­
ance on the specific subject matter of the report.
In addition to describing the circumstances in which the use of 
an auditor’s report should be restricted, SAS No. 87, among other 
things, defines the terms genera l use and restricted use, specifies the 
language to be used in restricted-use reports, and requires an au­
ditor to restrict a single combined report if  it covers subject mat­
ter or presentations that ordinarily do not require a restriction on 
use and subject matter or presentations that require such a re­
striction. It permits auditors to include a separate general-use re­
port in a document that also contains a restricted-use report.
SAS No. 21— Rescinded
SAS No. 21, Segment Information (AICPA, Professional Standards, 
vol. 1, AU sec. 435) contained guidance for auditing disclosures 
made in accordance w ith the provisions of FASB Statement 
No. 14, Financial Reporting f o r  Segments o f  a Business Enterprise 
(FASB, Current Text, vol. 1, sec. S20). FASB Statement No. 14 
was superseded upon the issuance of FASB Statement No. 131, 
Disclosures about Segments o f  an Enterprise and Related Information 
(FASB, Current Text, vol. 1, sec. S30), which is effective for fiscal 
years beginning after December 15, 1997 with earlier application 
encouraged. Accordingly, the ASB has rescinded SAS No. 21 
effective for audits of financial statements to which FASB State­
ment No. 131 has been applied. In its place, Auditing Interpretation
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No. 4 “Applying Auditing Procedures to Segment Disclosures in 
Financial Statements,” of SAS No. 31, Evidential Matter, has been 
issued. For a more detailed discussion of the new interpretation, 
see the section entitled, “New Auditing Interpretations, a New 
Attestation Interpretation, and New AITF Advisories.”
And don’t’ forget the following ASB pronouncements that be­
came effective during 1998:
• SAS No. 83, Establishing an Understanding With the Client 
(Effective for engagements for periods ending on or after 
June 15, 1998)
• SAS No. 84, Communications Between Predecessor and Suc­
cessor Auditor (Effective for engagements accepted after 
March 31, 1998)
• SAS No. 85, M anagement Representations (AICPA, Profes­
sional Standards, vol. 1, AU sec. 333) (Effective for audits of 
financial statements for periods ending on or after June 
30, 1998)
• SSAE No. 7, Establishing an Understanding With the Client 
(AICPA, Professional Standards, vol. 1, AT sec. 100) (Effec­
tive for engagements for periods ending on or after June 
15, 1998)
New Attestation Standard
SSAE No. 8
Issued by the ASB in March 1998, SSAE No. 8, M anagement’s 
Discussion and  Analysis (AICPA, Professional Standards, vol. 1, AT 
sec. 700), provides guidance to a practitioner on the performance 
of a review or examination of MD&A prepared pursuant to the 
rules and regulations of the SEC. The presentation of MD&A in 
annual reports to shareholders and in other documents consti­
tutes a written assertion upon which an attest engagement may 
be performed. Specifically, SSAE No. 8 provides the following:
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• Conditions for engagement performance for both exami­
nations and reviews of MD&A
• Extensive guidance on planning, performing, and report­
ing on examinations and reviews of MD&A
• A comparison of activities performed for engagements cov­
ered by SAS No. 8, Other Information in Documents Con­
taining Audited Financial Statements (AICPA, Professional 
Standards, vol. 1, AU sec. 550), with those performed under 
SSAE No. 8
SSAE No. 8 became effective upon issuance.
In September 1998, the ASB voted to issue the exposure draft 
Amendments to SSAE No. 1, Attestation Standards; SSAE No. 2, 
Reporting on an Entity’s Internal Control Over Financial Reporting; 
SSAE No. 3, Compliance Attestation as a final standard. See the 
“Exposure Draft Issued by the Auditing Standards Board” section 
of the Audit Risk Alert—1998/1999 for further information.
New Auditing Interpretations, a New Attestation Interpretation, 
and New AITF Advisories
Auditing Interpretations are issued by the Audit Issues Task Force 
(AITF) of the ASB to provide timely guidance on the application 
of ASB pronouncements. Interpretations are reviewed by the ASB, 
but are not as authoritative as ASB pronouncements. Neverthe­
less, a departure from an Interpretation may have to be justified if 
the quality of a member’s work is questioned. Interpretations be­
come effective upon their publication in the Journal o f  Accountancy.
Shown in the following is a summary of a recently issued Audit­
ing Interpretation that was mentioned in the “Audit Issues and 
Developments” section of this Audit Risk Alert. Summaries of 
other recently issued Auditing Interpretations, along with recently 
issued Attestation Interpretations and AITF Advisories can be 
found in the Audit Risk Alert—1998/1999.
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Interpretation No. 4, “Applying Auditing Procedures to 
Segment Disclosures in Financial Statements,” of SAS No. 31, 
Evidential Matter
Issued in August 1998, the Interpretation replaces rescinded SAS 
No. 21 by providing guidance for audits of financial statements 
of entities that have implemented FASB Statement No. 131. The 
Interpretation suggests procedures that auditors should consider 
in (1) planning the audit, (2) evaluating whether an entity has 
appropriately identified its reportable operating segments in 
accordance with FASB Statement No. 131, and (3) evaluating the 
adequacy and completeness of management’s disclosures about 
reportable operating segments and related information, including 
products and services, geographic areas, and major customers. 
The Interpretation also includes reporting guidance.
Other New Auditing Interpretations
The following are discussed in Audit Risk Alert—1998/1999:
• Interpretation No. 4 “Audit Considerations for the Year 
2000 Issue” of AU Section 311, Planning and  Supervision 
(AICPA, Professional Standards, vol. 1, AU sec. 9311)
• Interpretation No. 1 “The Use of Legal Interpretations as 
Evidential Matter to Support Management’s Assertion that 
a Transfer of Financial Assets Has Met the Isolation Crite­
rion in Paragraph 9(a) of Financial Accounting Standards 
Board Statement No. 125” of SAS No. 73, Using the Work 
o f  a Specialist (AICPA, Professional Standards, vol. 1, AU 
sec. 9336)
• Interpretation No. 3 “Responsibilities of Service Organiza­
tions and Service Auditors W ith Respect to Information 
About the Year 2000 Issue in a Service Organization’s De­
scription of Controls” of SAS No. 70, Reports on the Pro­
cessing o f  Transactions by S ervice Organizations (AICPA, 
Professional Standards, vol. 1, AU sec. 9324)
• Interpretation No. 2 “Effect of the Year 2000 Issue on the Au­
ditor’s Consideration of an Entity’s Ability to Continue as a 
Going Concern” of SAS No. 59, The Auditor's Consideration
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o f  an Entity's Ability to Continue as a Going Concern (AICPA, 
Professional Standards, vol. 1, AU sec. 9341)
• Interpretation No. 3 “Commenting in a Comfort Letter 
on Quantitative and Qualitative Disclosures About Market 
Risk Made in Accordance W ith Item 305 of Regulation S- 
K” of SAS No. 72, Letters f o r  Underwriters a nd  Certain 
Other Requesting Parties (AICPA, Professional Standards, 
vol. 1, AU sec. 9634)
New Attestation Interpretation
The following new Attestation Interpretation is discussed in 
Audit Risk Alert— 1998/1999: Interpretation No. 1 “Considera­
tion of the Year 2000 Issue When Examining or Reviewing Man­
agement’s Discussion and Analysis” of SSAE No. 8, Management's 
Discussion and Analysis.
New Audit Issues Task Force Advisories3
The following new AITF Advisories are discussed in Audit Risk 
Alert—1998/1999:
• AITF Advisory Concerning Comprehensive Income.
• AITF Advisory Concerning Practice Issues Regarding Lan­
guage to Permit the Use of Legal Opinions by Auditors 
(Note that this Advisory was an intermediary document. 
It was replaced by the amended Interpretation included 
in the preceding list under the heading “Other New Audit­
ing Interpretations.”)
Accounting Issues and Developments
Preopening Costs
What new guidance has been issued with respect to preopening costs?
Despite the overstored environment, retailers, especially the large 
ones, continue to expand into new areas w ith new stores. A
3. From time to time the AITF issues AITF Advisories to provide nonauthoritative 
guidance on current developments or recently issued authoritative literature.
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number of the costs related to the planning and preparation for a 
new store opening are referred to as p reop en in g costs. Industry 
practice has been to expense many of these costs because they are 
not incremental or cannot be specifically identified or because of 
doubts as to whether the store will open.
For costs that are incremental, identifiable, and directly related to 
a store opening, however, industry practice has also allowed for 
the deferral and amortization of costs if  they are expected to ben­
efit future periods and there is objective evidence that probable 
future net operating results w ill be sufficient to recover such 
costs. The deferral of costs would be discontinued upon the 
store's opening. In practice, the amortization period for preopen­
ing expenses would rarely extend beyond one year.
However, auditors should be aware of new guidance in this area. 
In April 1998, AcSEC issued SOP 98-5, Reporting on the Costs o f  
Start-Up Activities. This SOP provides guidance on the financial 
reporting of start-up costs and organization costs. It requires 
costs of start-up activities and organization costs to be expensed 
as incurred.
The SOP broadly defines start-up activities and provides examples 
to help entities determine what costs are and are not within the 
scope of this SOP. This SOP applies to all nongovernmental enti­
ties and, except for certain investment companies, is effective for 
financial statements for fiscal years beginning after December 15, 
1998. Earlier application is encouraged in fiscal years for which 
annual financial statements previously have not been issued. Ex­
cept for certain entities,4 initial application of this SOP should be 
reported as the cumulative effect of a change in accounting princi­
ple, as described in APB Opinion 20, Accounting Changes. When 
adopting this SOP, entities are not required to report the pro 
forma effects of retroactive application.
4. Entities that report substantially all investments at market value or fair value, issue 
and redeem shares, units, or ownership interests at net asset value, and have sold their 
shares, units, or ownership interests to independent third parties before the later o f 
June 30, 1998, or the date that the SOP is issued should adopt the SOP prospectively.
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One of the illustrations that is provided in SOP 98-5 refers to re­
tail entities and provides the following example.
A  retail chain is constructing and opening two new stores. One 
will open in a territory in which the entity already has three 
stores operating. The other will open in a territory new to the 
entity. (Costs related to both openings are treated the same for 
purposes o f this SOP.) All o f the stores provide the same prod­
ucts and services. Following are some o f the costs that might be 
incurred in conjunction with start-up activities that are subject 
to the provisions o f this SOP:
• Salary-related expenses for new employees
• Salary-related expenses for the management store open­
ing team
• Training costs and meals for newly hired employees
• Hotel charges, meals, and transportation for the opening 
team
• Security, property taxes, insurance, and utilities costs in­
curred after construction is completed
• Depreciation, i f  any, o f new computer data terminals 
and other communication devices
• Nonrecurring operating losses
The following costs incurred in conjunction with start-up activi­
ties are outside the scope o f this SOP (as noted in paragraphs 
.07 and .08):
• Store advertising costs
• Coupon giveaways
• Costs o f uniforms
• Costs o f furniture and cash registers
• Costs to obtain licenses, if  any
• Security, property taxes, insurance, and utilities costs re­
lated to construction activities
• Deferred financing costs
Auditors should review this new SOP and its illustrations to as­
sess whether management has properly accounted for preopen­
ing costs pursuant to the provisions of SOP 98-5, and that the
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applicable guidance in other authoritative literature has been fol­
lowed for those costs that are outside of the scope of this SOP.
Store Closings
What accounting issues arise with respect to store closings?
Closing particular stores is often a normal part of a retailer’s oper­
ations. Among the issues to be considered by the auditor are—
• Whether a store closing constitutes an event or change in 
circumstances that indicates that the carrying amount of 
an asset in question may not be recoverable. Auditors 
should evaluate management’s consideration of FASB 
Statement 121, which requires that long-lived assets and 
certain identifiable intangibles and goodwill related to 
those assets to be held and used by an entity be reviewed 
for impairment in such circumstances. This Statement also 
requires that long-lived assets and certain identifiable in­
tangibles to be disposed of be reported at the lower of car­
rying amount or fair value less costs to sell, except for assets 
covered by APB Opinion 30, Reporting the Results o f  Oper­
ations—Reporting the Effects o f  Disposal o f  a Segm ent o f  a 
Business, and Extraordinary, Unusual and  Infrequently Oc­
cu rrin g Events and  Transactions. Assets covered by APB 
Opinion 30 will continue to be reported at the lower of the 
carrying amount or the net realizable value.
• Whether management has properly addressed the require­
ments of FASB’s EITF Issue 94-3, Liability Recognition fo r  
Certain Employee Termination Benefits and  Other Costs to 
Exit an Activity (Including Certain Costs Incurred in a Re­
structuring). This has been an area of concern by SEC staff. 
Auditors of SEC registrants should, therefore, pay particu­
lar attention to the accrual of estimated liabilities, the cri­
teria necessary to accrue for the costs of the exit plan, and 
the disclosures that should be provided. In particular, the 
reasons for such accruals, and the incurrence of the costs 
which are subsequently charged against such reserves, or
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the reversals of excess amounts of such liability reserves, 
should be clearly disclosed.
• W hether the client has properly addressed the require­
ments of EITF Issue No. 96-9, Classification o f  Inventory 
Markdowns and  Other Costs Associated with a Restructuring, 
and, for publicly held companies, whether the position of 
the SEC staff has been followed regarding the classification 
as a component of costs of good sold for markdowns asso­
ciated with a restructuring
• Whether, as a result of the decision to close a store, the 
client has entered into a lease modification agreement with 
the landlord, and whether the client has properly addressed 
the requirements of EITF Issue 95- 17, Accounting f o r  Mod­
ification to an Operating Lease
The Retail Method of Inventory Accounting
How does the retail method work, and what are some of the significant 
accounting issues when using that method for inventories?
The primary literature on inventory accounting is ARB 43, Re­
statement and Revision o f  Accounting Research Bulletins, Chapters 
3A and 4 (FASB, Current Text, vol. 2, sec. I78), which provides the 
following summary.
Inventory shall be stated at the lower o f cost or market except 
in certain exceptional cases when it may be stated above cost.
C ost is defined as the sum o f the applicable expenditures and 
charges directly or indirectly incurred in bringing inventories 
to their existing condition and location. Cost for inventory 
purposes may be determined under any one o f several assump­
tions as to the flow o f cost factors (such as first-in, first-out; av­
erage; and last-in, first-out).
The above-mentioned ARB provides guidance on applying the 
lower of cost or market rule, and the definition of those terms. 
For example, footnote 2 explains that in the case of goods that 
have been written down below cost at the close of a fiscal period, 
such reduced amounts shall be considered the cost for subsequent 
accounting purposes.
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Retailers generally use one of two methods for determining in­
ventory cost in order to apply the lower of cost or market rule— 
the cost method or the retail method. Using the cost method, the 
retailer would keep track of the cost of the various items in 
inventory and use this information to determine the cost value of 
the inventory, allocating it between cost of goods sold and end­
ing inventory.
Because it is difficult to maintain cost information for more than 
a few items but relatively easy to maintain retail information, the 
retail method is still used by many retailers. Although more and 
more retailers are moving toward the cost method because it has 
been made more accessible through the use of computers, many 
still use the retail method. And auditors need to be familiar with 
the accounting issues specific to the retail method.
Under the retail method, the cost of goods sold and ending in­
ventory are determined at retail and reduced to cost value by 
using a cost-to-retail ratio. In order to understand the specifics of 
how the ratio is developed, the auditor needs to be familiar with 
the following concepts:
• Original retail—The originally assigned selling price
• Markon—The difference between the original retail and 
the retailer's purchase price
• Markup—An increase in the selling price over the original 
retail price
• Markup cancellation—A reduction in the markup, but not 
yet reducing the markon
• Markdown—A reduction to the markon
• Markdown cancellation—A reversal of the markdown
As an example, if  a toy is purchased for $10 and originally offered 
for sale a $15, the markon is $5. If the price is increased to $18, 
the markup is $3. If the price is then reduced to $13, the markup 
cancellation is $3, and the markdown is $2. If it is then offered for 
sale at $ 14, the markdown cancellation is $ 1.
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The proper classification of these changes is important in the re­
tail method because of their effect on the cost-to-retail ratio. Net 
markups (markups and markup cancellations) are included in de­
term ining the ratio, while net markdowns (markdowns and 
markdown cancellations) are not.
To calculate ending inventory, goods available for sale is deter­
mined at cost and at retail. The value at cost is then divided by the 
value at retail to determine the cost-to-retail percentage. Sales, net 
markdowns, and shrinkage at retail are then subtracted from 
goods available for sale at retail to get ending inventory at retail. 
Ending inventory at retail is then multiplied by the cost-to-retail 
percentage to get ending inventory at cost.
The starting point for the preceding formula is the determination 
of goods available for sale at cost and at retail. This is determined 
by adding, as applicable, beginning inventory, purchases net of 
discounts, incidental costs, and net markups, but not net mark- 
downs. If net markdowns were deducted from the retail amount 
of goods available for sale (the denominator in the ratio), the 
cost-to-retail ratio would be higher. As a result, when this larger 
percentage is applied to the value of ending inventory at retail, 
ending inventory at cost would be increased. Therefore, it is cus­
tomary to include net markups and exclude net markdowns in 
the calculation of the cost-to-retail ratio, which will result in an 
ending inventory that should approximate lower of cost or mar­
ket valuation.
Because the retail method is an averaging method, the results can 
be distorted when not applied to reasonably homogeneous 
groups. Factors that can lead to distortion in the calculation of 
the inventory balance include applying the retail method to a 
group of products that is not fairly uniform in terms of its cost 
and selling price relationship and turnover, and applying the re­
tail method to transactions over a period of time that includes 
different rates of gross profit, such as those occurring during var­
ious seasons.
The retail method uses a perpetual inventory system in that the 
stock ledger records all inventory changes. Among the items
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recorded are data on purchases (at cost and retail), sales and re­
turns, markups and markdowns, markup and markdown cancel­
lations, sales discounts, shrinkage, and transfers between 
departments. It is necessary to perform a physical count at year- 
end to verify the balances and determine shrinkage.
Many retailers use the last-in, first-out (LIFO) retail method. Be­
cause items are not specifically identified in the retail method, the 
dollar value approach, commonly referred to as the retail dollar 
value LIFO method, is used. This method measures LIFO layers 
in retail dollars. Price indexes and cost percentages are used to 
convert from retail to cost, but does not result in an approxima­
tion of lower of cost or market valuation. If LIFO is used for tax 
purposes, it must be used for financial reporting as well.
One of the areas where tax and accounting rules differ is with 
respect to the capitalization of costs in inventory. EITF Issue 
No. 86-46, “Uniform Capitalization for Inventory Under the Tax 
Reform Act of 1986” discusses this issue.
Business Segments
What recent pronouncements affect the accounting for a retailer’s 
business segments?
As retailers continue to combine and enter into new areas of the 
retail business and new geographic locations, it is more likely that 
they will have a business segment that needs to be reported sepa­
rately. FASB Statement No 131, Disclosures about Segments o f  an 
Enterprise and  Related Information , establishes standards for the 
way that public business enterprises (such as a public retail enter­
prise) report information about operating segments in annual fi­
nancial statements and requires that those retailer enterprises 
report selected information about operating segments in interim 
financial reports issued to shareholders. It also establishes standards 
for related disclosures about products and services, geographic 
areas, and major customers. This Statement supersedes FASB 
Statement No. 14, Financial Reporting f o r  Segments o f  a Business 
Enterprise, but retains the requirement to report information about 
major customers. It amends FASB Statement No. 94, Consolidation
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o f  All M ajority-Owned Subsidiaries, to remove the special disclo­
sure requirements for previously unconsolidated subsidiaries.
The Statement does not apply to nonpublic business enterprises 
or to not-for-profit organizations.
The Statement requires that the public retail enterprise report fi­
nancial and descriptive information about its reportable operat­
ing segments. Operating segments are components of an enterprise 
about which separate financial information is available that is 
evaluated regularly by the chief operating decision maker in de­
ciding how to allocate resources and in assessing performance. 
Generally, financial information is required to be reported on the 
basis that it is used internally for evaluating segment performance 
and deciding how to allocate resources to segments.
The Statement requires that the public retail enterprise report a 
measure of segment profit or loss, certain specific revenue and ex­
pense items, and segment assets. It requires reconciliations of 
total segment revenues, total segment profit or loss, total segment 
assets, and other amounts disclosed for segments to correspond­
ing amounts in the retailer’s general-purpose financial statements.
The Statement requires that the public retail enterprise report 
information about the revenues derived from the retailer’s prod­
ucts or services (or groups of sim ilar products and services), 
about the countries in which the retailer earns revenues and 
holds assets, and about major customers regardless of whether 
that information is used in making operating decisions. How­
ever, the Statement does not require the retail enterprise to re­
port information that is not prepared for internal use if  reporting 
it would be impracticable.
The Statement also requires that the public retail enterprise re­
port descriptive information about the way that the operating 
segments were determined, the products and services provided by 
the operating segments, differences between the measurements 
used in reporting segment information and those used in the en­
terprise’s general-purpose financial statements, and changes in the 
measurement of segment amounts from period to period.
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The Statement is effective for financial statements for periods 
beginning after December 15, 1997. In the initial year of appli­
cation, comparative information for earlier years is to be re­
stated. This Statement need not be applied to interim financial 
statements in the initial year of its application, but comparative 
information for interim periods in the initial year of application 
is to be reported in financial statements for interim periods in the 
second year of application.
Among the other recent changes that the auditor needs to be 
aware of when addressing business segments are the rescission of 
SAS No. 21, and the issuance of Auditing Interpretation No. 4 of 
SAS No. 31, Evidential Matter, “Applying Auditing Procedures to 
Segment Disclosures in Financial Statements.” These are dis­
cussed further in the “New Auditing and Attestation Pronounce­
ments” section of this Audit Risk Alert.
New FASB Pronouncements
What new accounting pronouncements have been issued recently by 
the FASB?
FASB Statement No. 132
In February 1998, the FASB issued Statement No. 132, Employ­
ers Disclosures about Pensions and Other Postretirement Benefits, an 
amendment o f  FASB Statements No. 87, 88, and 106 (FASB, Cur­
rent Text, vol. 1, secs. P 16, P40). FASB Statement No. 132 revises 
employers’ disclosures about pension and other postretirement 
benefit plans. It does not change the measurement or recognition 
of those plans. It standardizes the disclosure requirements for 
pensions and other postretirement benefits to the extent practica­
ble, requires additional information on changes in the benefit 
obligations and fair values of plan assets that will facilitate finan­
cial analysis, and eliminates certain disclosures that are no longer 
as useful as they were when FASB Statement Nos. 87, Employers’ 
A ccounting f o r  Pensions (FASB, Current Text, vol. 1, sec. P16), 
88, Employers’ A ccounting fo r  Settlements and  Curtailments o f  De­
f in e d  Benefit Pension Plans and  fo r  Termination Benefits (FASB, 
Current Text, vol. 1, sec. P 16), and 106, Employers’ A ccounting
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f o r  Postretirement Benefits Other Than Pensions (FASB, Current 
Text, vol. 1, sec. P40), were issued. FASB Statement No. 132 sug­
gests combined formats for presentation of pension and other 
postretirement benefit disclosures. It also permits reduced disclo­
sures for nonpublic entities.
FASB Statement No. 132 is effective for fiscal years beginning 
after December 13, 1997. Earlier application is encouraged. Re­
statement of disclosures for earlier periods provided for compara­
tive purposes is required unless the information is not readily 
available, in which case the notes to the financial statements 
should include all available information and a description of the 
information not available.
FASB Statement No. 133
In June 1998, the FASB issued FASB Statement No. 133, Ac­
counting fo r  Derivative Instruments and  Hedging Activities (FASB, 
Current Text, vol. 1, sec. D50). FASB Statement No. 133 estab­
lishes accounting and reporting standards for derivative instru­
ments, including certain derivative instruments embedded in 
other contracts (collectively referred to as derivatives), and for 
hedging activities. It requires that an entity recognize all deriva­
tives as either assets or liabilities in the statement of financial po­
sition and measure those instruments at fair value. If certain 
conditions are met, a derivative may be specifically designated 
as (1) a hedge of the exposure to changes in the fair value of a rec­
ognized asset or liability or an unrecognized firm commitment, 
(2) a hedge of the exposure to variable cash flows of a forecasted 
transaction, or (3) a hedge of the foreign currency exposure of a 
net investment in a foreign operation, an unrecognized firm com­
mitment, an available-for-sale security, or a foreign-currency- 
denominated forecasted transaction.
The accounting for changes in the fair value of a derivative (that 
is, gains and losses) depends on the intended use of the derivative 
and the resulting designation.
For a derivative designated as hedging the exposure to chang­
es in the fair value of a recognized asset or liab ility  or a firm 
commitment (referred to as a fa ir  value hedge), the gain or loss is
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recognized in earnings in the period of change together with the 
offsetting loss or gain on the hedged item attributable to the risk 
being hedged. The effect of that accounting is to reflect in earn­
ings the extent to which the hedge is not effective in achieving 
offsetting changes in fair value.
For a derivative designated as hedging the exposure to variable 
cash flows of a forecasted transaction (referred to as a cash f low  
hedge), the effective portion of the derivative’s gain or loss is ini­
tially reported as a component of other comprehensive income 
(outside earnings) and subsequently reclassified into earnings 
when the forecasted transaction affects earnings. The ineffective 
portion of the gain or loss is reported in earnings immediately.
For a derivative designated as hedging the foreign currency expo­
sure of a net investment in a foreign operation, the gain or loss is 
reported in other comprehensive income (outside earnings) as part 
of the cumulative translation adjustment. The accounting for a 
fair value hedge described above applies to a derivative designated 
as a hedge of the foreign currency exposure of an unrecognized 
firm commitment or an available-for-sale security. Similarly, the 
accounting for a cash flow hedge described above applies to a de­
rivative designated as a hedge of the foreign currency exposure of a 
foreign-currency-denominated forecasted transaction.
For a derivative not designated as a hedging instrument, the gain 
or loss is recognized in earnings in the period of change.
Under FASB Statement No. 133, an entity that elects to apply 
hedge accounting is required to establish, at the inception of the 
hedge, the method it will use for assessing the effectiveness of the 
hedging derivative and the measurement approach for determin­
ing the ineffective aspect of the hedge. Those methods must be 
consistent with the entity’s approach to managing risk.
FASB Statement No. 133 applies to all entities. A not-for-profit 
organization should recognize the change in fair value of all de­
rivatives as a change in net assets in the period of change. In a fair 
value hedge, the changes in the fair value of the hedged item at­
tributable to the risk being hedged also are recognized. However, 
because of the format of their statement of financial performance,
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not-for-profit organizations are not permitted special hedge ac­
counting for derivatives used to hedge forecasted transactions. 
FASB Statement No. 133 does not address how a not-for-profit 
organization should determine the components of an operating 
measure if  one is presented.
FASB Statement No. 133 precludes designating a nonderivative 
financial instrument as a hedge of an asset, liability, unrecognized 
firm commitment, or forecasted transaction except that a non­
derivative instrument denominated in a foreign currency may be 
designated as a hedge of the foreign currency exposure of an un­
recognized firm commitment denominated in a foreign currency 
or a net investment in a foreign operation.
FASB Statement No. 133 amends FASB Statement No. 32, For­
eign Currency Translation (FASB, Current Text, vol. 1, sec. F60), 
to permit special accounting for a hedge of a foreign currency 
forecasted transaction with a derivative. It supersedes FASB State­
ment Nos. 80, Accounting f o r  Futures Contracts (FASB, Current 
Text, vol. 1, sec. F80), 105, Disclosure o f  Information about Finan­
cia l Instruments with Off-Balance-Sheet Risk and  Financial Instru­
ments w ith Concentrations o f  Credit Risk (FASB, Current Text, 
vol. 1, sec. F25), and 119, Disclosure about Derivative Financial 
Instruments and  Fair Value o f  Financial Instruments (FASB, Cur­
rent Text, vol. 1, sec. F25). It amends FASB Statement No. 107, 
Disclosures about Fair Value o f  Financial Instruments (FASB, Cur­
rent Text, vol. 1, sec. F25), to include in FASB Statement No. 107 
the disclosure provisions about concentrations of credit risk from 
FASB Statement No. 105. FASB Statement No. 133 also nullifies 
or modifies the consensuses reached in a number of issues ad­
dressed by the EITF.
FASB Statement No. 133 is effective for all fiscal quarters of fis­
cal years beginning after June 15, 1999. Initial application of 
this Statement should be as of the beginning of an entity’s fiscal 
quarter; on that date, hedging relationships must be designated 
anew and documented pursuant to the provisions of this State­
ment. Earlier application of all of the provisions of this State­
ment is encouraged, but it is permitted only as of the beginning 
of any fiscal quarter that begins after issuance of this Statement.
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This Statement should not be applied retroactively to financial 
statements of prior periods.
FASB Statement No. 134
In October 1998, the FASB issued FASB No. 134, Accounting fo r  
M ortgaged-Backed Securities R etained a fter the Securitization o f  
Mortgage Loans Held fo r  Sale by a Mortgage Banking Enterprise, an 
amendment o f  FASB Statement No. 65.
FASB Technical Bulletin No. 97-1
FASB Technical Bulletin No. 97, Accounting Under Statement 123 
f o r  Certain Employee Stock Purchase Plans with a Look-Back Op­
tion, provides guidance on accounting for certain employee stock 
purchase plans under FASB Statement No. 123, Accounting f o r  
Stock-Based Compensation (FASB, Current Text, vol. 1, sec. C36). 
The bulletin does not address the accounting for those plans 
under APB Opinion 25, Accounting fo r  Stock Issued to Employees 
(FASB, Current Text, vol. 1, sec. C47). The Bulletin applies to 
stock-based awards granted, renewed, or modified on or after 
January 1, 1998.
EITF Consensus Positions
The status of issues considered recently by the EITF of the FASB 
can be found in the Audit Risk Alert—1998/1999.
New AICPA Accounting and Auditing Statements 
of Position
What new AICPA Accounting and Auditing Statements of Position have 
been issued recently?
SOP 97-2 (See SOP 98-4 below regarding deferral of 
a provision.)
In October 1997, the Accounting Standards Executive Commit­
tee (AcSEC), issued SOP 97-2, Software Revenue Recognition. This 
SOP provides guidance on applying generally accepted account­
ing principles in recognizing revenue on software transactions.
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This SOP supersedes SOP 91-1, Software Revenue Recognition. This 
SOP requires the following:
• If an arrangement to deliver software or a software system 
does not require significant production, modification, or 
customization of software, revenue should be recognized 
when all of the following criteria are met.
-  Persuasive evidence of an arrangement exists.
-  Delivery has occurred.
-  The vendor’s fee is fixed or determinable.
-  Collectibility is probable.
• Software arrangements may consist of multiple elements, 
that is, additional software products, upgrades/enhance­
ments, postcontract customer support (PCS), or services, 
including elements deliverable only on a when-and-if-avail­
able basis. If contract accounting does not apply, the ven­
dor’s fee must be allocated to the various elements based on 
vendor-specific objective evidence of fair values. If suffi­
cient vendor-specific objective evidence of fair values does 
not exist, all revenue from the arrangement should be de­
ferred until such sufficient evidence exists, or until all ele­
ments have been delivered. Exceptions to this guidance are 
provided for PCS, services that do not involve significant 
customization, subscriptions, and arrangements in which 
the fee is based on the number of copies.
• Vendor-specific objective evidence of fair value is limited 
to (a) the price charged when the element is sold sepa­
rately, or (b) if  the element is not yet being sold separately, 
the price for each element established by management hav­
ing the relevant authority.
• The portion of the fee allocated to an element should be 
recognized as revenue when all of the revenue recognition 
criteria have been met. In applying those criteria, the deliv­
ery of an element is considered not to have occurred if  
there are undelivered elements that are essential to the 
functionality of any delivered elements. Additionally, the
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collectibility of that portion of the fee is not considered 
probable if  the amount of the fees allocable to delivered el­
ements is subject to forfeiture, refund, or other concession 
if  the undelivered elements are not delivered.
• Separate accounting for a service element of an arrange­
ment is required if both of the following criteria are met.
— The services are not essential to the functionality of any 
other element of the transaction.
-  The services are described in the contract such that the 
total price of the arrangement would be expected to vary 
as the result of inclusion or exclusion of the services.
• If an arrangement to deliver software or a software system, 
either alone or together with other products or services, re­
quires significant production, modification, or customiza­
tion of software, the entire arrangement should be 
accounted for in conformity w ith Accounting Research 
Bulletin (ARB) No. 45, Long-Term Construction-Type Con­
tracts, using the relevant guidance in SOP 81-1, Accounting 
f o r  Performance o f  Construction- Type and  Certain Produc­
tion-Type Contracts, unless criteria specified in SOP 97-2 for 
separate accounting for any service element are met.
This SOP is effective for transactions entered into in fiscal years 
beginning after December 15, 1997. Earlier application is encour­
aged as of the beginning of fiscal years or interim periods for which 
financial statements or information have not been issued. Retroac­
tive application of the provisions of this SOP is prohibited.
SOP 98-1
In March 1998, AcSEC issued SOP 98-1, Accounting fo r  the Costs 
o f  Computer Software D eveloped  or O btained f o r  In terna l Use. 
This SOP provides guidance on accounting for the costs of com­
puter software developed or obtained for internal use. It requires 
the following.
• Computer software costs that are incurred in the prelimi­
nary project stage should be expensed as incurred. Once the 
capitalization criteria of the SOP have been met, external
56
direct costs of materials and services consumed in develop­
ing or obtaining internal-use computer software; payroll 
and payroll-related costs for employees who are directly 
associated with and who devote time to the internal-use 
computer software project (to the extent of the time spent 
directly on the project); and interest costs incurred when 
developing computer software for internal use should be 
capitalized. Training costs and many kinds of data conver­
sion costs should be expensed as incurred.
• Internal costs incurred for upgrades and enhancements 
that add functionality should be expensed or capitalized 
using the same criteria as for new software. Internal costs 
incurred for maintenance should be expensed as incurred. 
Entities that cannot separate internal costs on a reasonably 
cost-effective basis between maintenance and relatively 
minor upgrades and enhancements should expense such 
costs as incurred.
• External costs incurred under agreements related to speci­
fied upgrades and enhancements should be expensed or 
capitalized using the same criteria as for new software. 
However, external costs related to maintenance, unspecified 
upgrades and enhancements, and costs under agreements 
that combine the costs of maintenance and unspecified up­
grades and enhancements should be recognized in expense 
over the contract period on a straight-line basis unless an­
other systematic and rational basis is more representative of 
the services received.
• Impairment should be recognized and measured in accor­
dance with the provisions of FASB Statement No. 121, Ac­
coun tin g f o r  the Im pairm ent o f  Long-Lived Assets a nd  f o r  
Long-Lived Assets to Be Disposed Of (FASB, Current Text, 
vol. 1, sec. I08).
• The capitalized costs of computer software developed or 
obtained for internal use should be amortized on a straight- 
line basis unless another systematic and rational basis is 
more representative of the software’s use.
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• If, after the development of internal-use software is com­
pleted, an entity decides to market the software, proceeds 
received from the license of the computer software, net of 
direct incremental costs of marketing, should be applied 
against the carrying amount of that software.
SOP 98-1 identifies the characteristics of internal-use software 
and provides examples to assist in determining when computer 
software is for internal use. The SOP applies to all nongovern­
mental entities and is effective for financial statements for fiscal 
years beginning after December 15, 1998. It should be applied to 
internal-use software costs incurred in those fiscal years for all 
projects, including those projects in progress upon initial applica­
tion of the SOP. Earlier application is encouraged in fiscal years 
for which annual financial statements have not been issued. Costs 
incurred prior to initial application of this SOP, whether capital­
ized or not, should not be adjusted to the amounts that would 
have been capitalized had this SOP been in effect when those 
costs were incurred.
SOP 98-4
In March 1998, AcSEC issued SOP 98-4, Deferral o f  the Effective 
Date o f  a Provision o f  SOP 97-2, Software Revenue Recognition. This 
SOP defers for one year the application of the following passages 
in SOP 97-2, which lim it what is considered VSOE of the fair 
value of the various elements in a multiple-element arrangement:
1. The second sentences of paragraphs 10, 37, 41, and 57
2. Example 3 in “Multiple-Element Arrangements— Products” 
on page 67 (appendix A)
3. Example 3 in “Multiple-Element Arrangement— Products 
and Services” on page 70 (appendix A)
All other provisions of SOP 97-2 remain in effect.
This SOP applies to all multiple-element software arrangements, 
as defined in paragraph 9 of SOP 97-2, and is effective as of 
March 31, 1998. If an enterprise had applied SOP 97-2 in an ear­
lier period for financial statements or information already issued
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prior to the promulgation of this SOP, amounts reported in those 
financial statements or as part of that information may be restated.
SOP 98-5
In April 1998, AcSEC issued SOP 98-5, Reporting on the Costs o f  
Start-Up Activities. This SOP provides guidance on the financial 
reporting of start-up costs and organization costs. It requires 
costs of start-up activities and organization costs to be expensed 
as incurred.
The SOP broadly defines start-up activities and provides exam­
ples to help entities determine what costs are and are not within 
the scope of this SOP. This SOP applies to all nongovernmental 
entities and, except for certain investment companies, is effective 
for financial statements for fiscal years beginning after Decem­
ber 15, 1998. Earlier application is encouraged in fiscal years for 
which annual financial statements previously have not been is­
sued. Except for certain entities noted in the following paragraph, 
initial application of this SOP should be reported as the cumula­
tive effect of a change in accounting principle, as described in 
APB Opinion 20, Accounting Changes. When adopting this SOP, 
entities are not required to report the pro forma effects of retroac­
tive application.
Entities that report substantially all investments at market value 
or fair value, issue and redeem shares, units, or ownership inter­
ests at net asset value, and have sold their shares, units, or own­
ership interests to independent third parties before the later of 
June 30, 1998, or the date that the SOP is issued should adopt 
the SOP prospectively.
Other SOPs Issued
The following are discussed in Audit Risk Alert 1998/1999.
• SOP 97-3, Accounting by Insurance and  Other Enterprises 
f o r  Insurance-Related Assessments
• SOP 98-2, Accounting fo r  Costs o f  Activities o f  Not-for-Profit 
Organizations and  State and  Local Governmental Entities 
That Include Fund Raising
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• SOP 98-3, Audits o f  States, Local Governments, a n d  Not-for- 
Profit Organizations Receiving Federal Awards
• SOP 98-6, Reporting on Management's Assessment Pursuant 
to the Life Insurance Ethical Market Conduct Program o f  the 
Insurance Marketplace Standards Association
• SOP 98-7, Deposit Accounting: Accounting fo r  Insurance and  
Reinsurance Contracts That Do Not Transfer Insurance Risk
• SOP 98-8, Engagements to Perform Year 2000 Agreed-Upon 
Procedures Attestation Engagements Pursuant to—Rule 
17a—5 o f  the Securities Exchange Act o f  1934, Rule 17Ad-18 
o f  the Securities Exchange Act o f  1934, and  Advisories 
No. 17—98 and No. 42-98 o f  the Commodity Futures Trading 
Commission. This SOP has been posted in its entirety on 
the AICPA Web site http://www.aicpa.org.
The Internet—An Auditor Research Tool
Can auditors use the Internet to perform more efficient audits?
If used properly, the Internet can be a valuable tool for auditors. 
Through the Internet, auditors can access a wide variety of global 
business information. For example, information is available relat­
ing to SEC filings, professional news, state CPA society informa­
tion, Internal Revenue Service information, software downloads, 
university research materials, currency exchange rates, stock 
prices, annual reports, and legislative and regulatory initiatives. 
Not only are such materials accessible from the computer, but 
they are available at any time, free of charge.
A number of resources provide direct information, while others 
may simply point to information inside and outside of the Inter­
net. Auditors can use the Internet to—
• Obtain audit and accounting research information.
• Obtain texts such as audit programs.
• Discuss audit issue with peers.
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• Communicate with audit clients.
• Obtain information from a client's Web site.
• Obtain information on professional associations.
There are caveats to keep in mind when using the Internet. Re­
member that reliability varies considerably. Some information on 
the Internet has not been reviewed or checked for accuracy; be 
cautious when accessing data from unknown or questionable 
sources. Although there is a vast amount of information available 
on the Internet, much of it may be of little or no value to audi­
tors. Accordingly, auditors should learn to use search engines ef­
fectively to minimize the amount of time browsing through 
useless information. The Internet is best used in tandem with 
other research tools, because it is unlikely that all desired research 
can be conducted solely from Internet sources.
Some Web sites that may provide valuable information to audi­
tors are listed in the following table. Additional web sites are 
shown on in the section entitled “Information Sources,” at the 
end of this Audit Risk Alert.
Name o f  Site Content Internet Address
Chain Store Age Industry periodical with retail 
news headlines
http://www.chainstoreage.com
MRI Retail 
Search
Executive search firm that 
provides links to many 
industry web sites
http://www.mrisearch.com
Todays Retail Current events in the retail http://biz.yahoo.com/news/
News industry retail.html
Accountants 
Home Page
Resources for accountants 
and financial and business 
professionals
http://www.computercpa.com/
AuditNet Electronic communications 
among audit professionals
http://www.cowan.edu.au/
mra/home.htm
CPAnet Links to other Web sites of 
interest to CPAs
http://www.cpalinks.com/
Cybersolve Online financial calculators 
such as ratio and breakeven 
analysis
http://www.cybersolve.com/ 
toolsl.html
(continued)
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N a m e o f  S ite C o n ten t I n t e r n e t  A dd ress
Double Entries A weekly newsletter on 
accounting and auditing 
around the world
http://www.csu.edu.au/lists. 
anet/ADBLE-L/index.html
The Electronic World Wide Web magazine http://www.
Accountant that features up-to-the minute 
news for accountants
electronicaccountant.com
FedWorld.Gov U.S. Department of Com­
merce sponsored site provid­
ing access to government 
publications
http://www.fedworld.com
Financial Systems 
Forum
Topics involving the improve­
ment of financial systems by 
providing information on 
methodologies, service organ­
izations, and vendors with a 
focus on applications con­
cerning accounts payable, 
accounts receivable, asset 
management, general ledger, 
and inventory
http://www.fsforum.com
General
Accounting
Office
Policy and guidance materials, 
reports on federal agency 
major rules
http://www.gao.gov
Guide to WWW Basic instructions on how to http://www.tetranet.net/users/
for Research 
and Auditing
use the Web as an auditing 
research tool
gaostl/guide.htm
Hoovers Online Online information on 
various companies and 
industries
http://www.hoovers.com
Internet Bulletin 
for CPAs
CPA tool for Internet sites, 
discussion groups, and other 
resources for CPAs
http://www.kentis.com/ib.html
U.S. Tax Code A complete text of the U.S. http://www.fourmilab.ch/
Online Tax Code ustax/ustax.html
Vision Project CPA tool for Internet sites, 
discussion groups, and other 
resources for CPAs
http://www.cpavision.org/
horizon
Information Sources
Further information on matters addressed herein is available 
through various publications and services listed in “Information
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Sources.” Many nongovernment and some government publica­
tions and services involve a charge or membership requirement.
Fax services allow users to follow voice cues and request that se­
lected documents be sent by fax machine. Some fax services re­
quire the user to call from the handset of the fax machine; others 
allow users to call from any telephone. Most fax services offer an 
index document, which lists titles and other information describ­
ing available documents.
Electronic bulletin board services allow users to read, copy, 
and exchange information electronically. Most are available using 
a modem and standard communication software. Some bulleting 
board services are also available using one or more Inter­
net protocols.
Recorded announcements allow users to listen to announcements 
about a variety of recent of scheduled actions or meetings.
All telephone numbers listed are voice lines, unless otherwise des­
ignated as fax (f) or data (d) lines. Required modem speeds, ex­
pressed in bauds per second (bps), are listed data lines.
Practitioners should also be aware of the economic, industry, 
regulatory, and professional developments described in Audit 
Risk Alert—1998/1999 (Product no. 022223) and Compilation 
and Review Alert—1998/1999 (Product no. 022222), which may 
be obtained by calling the AICPA Order Department at 1-888- 
777-7077.
The Retail Industry Developments— 1998/99 Audit Risk Alert is 
published annually. As you encounter audit or industry issues 
that you believe warrant discussion in next year’s Audit Risk 
Alert, please feel free to share those with us. Any other comments 
that you have about the Alert would also be greatly appreciated. 
You may e-mail to sfrohlich@aicpa.org, or write to:
Susan Frohlich, CPA—New York 
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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